that suggest that an optimal fiscal policy would involve steady-state debt following a random walk in response to shocks, rather than debt returning to some target level. Second, it puts forward a proposal for the establishment by national governments of a Fiscal Monitoring Commission. Although this body, at least initially, would have no statutory power, it would provide independent information about the long term prospects for government finances, and provide a mechanism by which governments could be encouraged to move towards implementing an optimal debt policy.
Introduction
This paper does two things. First it reviews some recent literature on optimal fiscal policy, including work by the authors, with a particular focus on optimal policies towards debt. It also presents some new results involving a mildly myopic fiscal policy maker. Second, it puts forward a proposal for the establishment by national governments of a Fiscal Monitoring Commission, which would produce independent information about the long term prospects for government finances, and provide a mechanism by which governments could be encouraged to move towards implementing an optimal fiscal policy.
The two parts of the paper are connected in the following way. In the first part we show how recent research confirms that a first best fiscal policy would involve debt following a random walk in response to modest shocks, rather than debt returning to some target level. Such a policy conflicts with most existing fiscal rules, such as those embodied in the Stability and Growth Pact or operated by the UK government, which instead specify a fixed target for deficits or debt. Furthermore, it would appear difficult to design simple (and therefore transparent) rules that could reproduce this first best policy. We believe this point, coupled with the familiar 'deficit bias' associated with fiscal control by governments, strengthens the case for exploring institutional solutions to improve fiscal outcomes. 1 Our analysis of optimal fiscal policy also influences the specific design we propose for a Fiscal Monitoring Commission. We argue that this body should not just comment on whether the government's fiscal plans are sustainable, but should also itself propose a path for fiscal deficits that attempts to approximate an optimal policy. This would have the advantage of confronting the natural temptation for governments to put off fiscal corrections required to control debt. In other respects our proposed Commission is relatively modest in ambition, as it would have no formal control over fiscal instruments, but would simply advise both governments and the public. As a consequence, our proposal may be relatively easy for national governments to contemplate. Section 2 of the paper looks at recent research that calculates optimal paths for debt following shocks, using a framework that incorporates costs due to distortionary taxes, sub-optimal provision of public goods, inflation and output disequilibrium in an integrated manner. A key result is that debt should follow a random walk, and we examine the robustness of this result. Section 2 is restricted to considering benevolent, cooperative policy makers. This is clearly unrealistic. Section 3 presents some new results that extend the analysis to cases where fiscal policy makers are myopic. We compare the welfare implications of mildly myopic policy makers with policy that is forced to follow simple rules for debt. We show how both outcomes are inferior to cases in which 'outside pressure' leads to an adaptation of policy makers preferences such that they enhance a concern about debt disequilibrium. This result provides a direct, if abstract, justification for an independent, but advisory, fiscal institution. Section 4 presents our proposal for a national Fiscal Monitoring Commission. We outline five minimum criteria that we believe such an institution should satisfy, and also how these criteria match with existing national or supranational institutional arrangements. Section 5 examines in more detail how a Fiscal Monitoring Commission might work in practice. In particular, we consider how the cyclical position of the economy might influence the timing of any proposed deficit correction, drawing on recent research that uses a similar framework to the analysis in sections 2 and 3. A final section concludes.
The Benevolent Policy Maker and Debt
How should a national fiscal authority respond to some unexpected shock to the budget deficit, which raises (say) national debt? It is generally acknowledged that some fiscal action is required in this situation, because otherwise a debt interest spiral will emerge (where additional debt interest is paid for by borrowing, which raises debt further etc), and debt will eventually explode.
2
Until recently, the general presumption in the literature has been that some action should be taken to bring debt back down to its original (preshock) level, and the main question was how quick this correction should be.
(See Leith and Wren-Lewis, 2000 , for example.) The outline of this debate is familiar. If correction is too rapid (at the extreme, if the budget is always balanced), the automatic stabilisers are switched off and fiscal action may generate unwelcome movements in output and inflation. However, correction that is very slow may not be credible.
More recently, an alternative answer has emerged. On the assumption that policy makers (both fiscal and monetary) are benevolent (i.e. they act to maximise social welfare), then the optimum response to a shock that increases debt is to leave debt permanently higher. The implication is that, under an optimal policy regime, steady-state debt will behave as a random walk, increasing or decreasing as a result of whatever shocks hit the economy.
This result is powerful because it comes from an analysis that integrates a number of issues involved in budgetary policy in a consistent and microfounded way. It takes account of the costs of Keynesian disequilibria (due to nominal inertia/price rigidity), but also the costs of distortionary taxation and the utility derived from public goods, all using a common metric based on the utility of a representative agent. It has the striking implication that a policy that aims to hit an unconditional debt target is bound to be suboptimal.
Two key papers are Benigno and Woodford (2003) , and Schmitt-Grohe and Uribe (2004) . Both consider a closed economy, and examine a single fiscal/monetary policy maker (or equivalently cooperation between the two). Both treat government spending as exogenous, and have distortionary income taxes as the fiscal policy instrument. Policy makers are benevolent, in that they maximise the welfare of the representative consumer, and they are able to implement a time inconsistent policy. The papers differ in the particular methods they use. Benigno and Woodford take a 'linear quadratic' approach, by deriving an approximation to social welfare using Taylor expansions. Schmitt-Grohe and Uribe (2004) take a Ramsey approach. However, both suggest that steady-state debt should follow a random walk under an optimal, time inconsistent policy.
The intuition behind this result is as follows. Imagine two alternative paths for, say, taxes. In one, taxes are immediately raised to eliminate any disequilibrium in debt. In another, taxes are raised by a much smaller amount to simply service the interest payments on the excess debt. In the first case we incur quite large, but short term, costs from higher distortionary taxes. In the second, we incur much smaller distortions, but they are permanent. However, a benevolent policy maker discounts these permanent costs, so they will be finite. Both paths will involve welfare costs because higher taxes are distortionary, so output will fall as taxes rise. However the social welfare function will in general imply that large losses in output are more costly than a sequence of smaller losses of the same total size. Thus, the path where taxes are raised permanently just to service the additional debt is likely to involve lower social costs to one that involves eliminating the additional debt.
As this intuition suggests, the optimality of steady state debt following a random walk is implied by the earlier literature on tax smoothing (see Sargent (1987) pages 380-390 for example), which considered partial equilibrium models of the real economy. This conclusion is reinforced when we consider inflation in a general equilibrium context. Inflation will be zero in steady state (assuming zero is the policy target), and as a result it will be zero in all periods where taxes are raised just to service the additional debt. (The output gap is identical in each period.) However, under the alternative path where the additional debt is eliminated, the output gap will be larger in the short term than in the long run, and a changing output gap tends to change inflation. So the path where debt disequilibrium is completely eliminated will also be more costly in terms of inflation.
This intuition assumes that taxes are the instrument used to control debt. However, the same arguments can be applied if government spending is the instrument. In the original steady state, assume that the provision of public goods is optimal (given consumer preferences). Any variation in government spending away from this level will have social costs, which will also be convex. Kirsanova and Wren-Lewis (2006) show that the results in Benigno and Woodford also apply if government spending is the policy instrument, and Leith and Wren-Lewis (2006a) show that it also applies if both spending and taxes are instruments.
The analysis in Benigno and Woodford (2003) and Schmitt-Grohe and Uribe (2004) involves optimal policy: policy can react immediately to all shocks hitting the economy, including the shock that generates the debt disequilibrium. It might reasonably be objected that while such flexibility might be possible for monetary policy, it is unrealistic for fiscal policy from an institutional point of view. However, as the intuition outlined above suggests, the random walk result is 'first order' robust to simpler set-ups. For example, if we were to assume fiscal policy implementation lags as in Leith and WrenLewis (2006b) then this would not overturn the random walk result.
Alternatively, suppose we postulate the simplest possible form of 'fiscal feedback rule', where disequilibrium in the policy instrument (spending or taxes) is a linear function of debt disequilibrium, and the feedback parameter is λ. Whatever model we are using, conventional stability analysis can determine a minimal value of feedback required to avoid explosive debt (as in Leith and Wren-Lewis (2006c) for example), on the assumption that monetary policy is 'active' in the sense of Leeper (1991) . Clearly this minimal value will imply a random walk in debt. Kirsanova and Wren-Lewis (2006) show, using government spending as the instrument, that the optimal value of fiscal feedback is virtually the same as this minimum value, so that for all practical purposes optimal fiscal feedback implies a random walk in debt. Figure 1 is taken from this paper. It shows how welfare losses vary with different values for fiscal feedback λ following a cost-push shock. There are two panels: one for small values of λ, and one for larger values. Where values are not shown, the model is indeterminate/unstable. The optimal (loss minimising) value of fiscal feedback is very small: government spending is cut by about 5 p.a. for every 100 increase in debt. Figure 2 plots two paths for debt following a shock. One is the fully optimal path, and the other involves optimal fiscal feedback (i.e the optimal value of λ from Figure 1 ). Although debt under optimal fiscal feedback is not a pure random walk, debt has hardly decreased after 500 years! Figure 1 Welfare loss for different degrees of fiscal feedback on debt* * Taken from Kirsanova and Wren-Lewis (2006) . Unit cost-push shock, loss is measured in percentage of steady state consumption, assuming 1% standard deviation of shocks.
Figure 2
Response of government spending and debt to a cost-push shock over time* ** Taken from Kirsanova and Wren-Lewis (2006) . Solid line is optimal fiscal feedback, dashed line is fully optimal policy. Unit cost-push shock, assuming 1% standard deviation of shocks. Period=Quarterly. Figure 1 shows that if we increase the degree of fiscal feedback from this optimal value, the welfare costs associated with this shock rise: not by much at first, but significantly once we correct debt disequilibrium rapidly. In addition, Kirsanova and Wren-Lewis (2006) show that this is accompanied by a less aggressive monetary policy. This is because large fiscal feedback is deflationary, reducing the need for monetary policy to respond to the shock. However, fiscal policy is less efficient than monetary policy at dealing with the cost-push shock, which is why welfare deteriorates. (The worst outcome in welfare terms, however, occurs when there is no fiscal feedback at all, when monetary policy is forced to become 'passive', controlling debt rather than stabilising inflation. Although the model is determinate for no fiscal feedback, for reasons described in the Fiscal Theory of the Price Level, Figure 1 shows clearly that social losses are highest in this case, so this is not a desirable policy.)
The basic model in Kirsanova and Wren-Lewis (2006) , like Benigno and Woodford (2003) , and Schmitt-Grohe and Uribe (2004), involves 'infinitely lived' consumers. However, Kirsanova and Wren-Lewis (2006) also examine consumers of the Blanchard/Yaari type. Although optimal policy in this case (whether fully optimal or using a fiscal feedback parameter) departs very slightly from a random walk, the return of debt to its original steady state is very slow.
All the analysis described so far applies to a closed economy. However, the basic intuition behind the random walk result does not depend on this assumption. Leith and Wren-Lewis (2006b) and Lambertini (2006) show that the result applies in an open economy, either under flexible exchange rates or as a monetary union member.
In all these senses, the random walk result for optimal debt policy appears to be robust. However, so far we have considered optimal commitment policy i.e. policy that is time inconsistent, so implicitly there exists some commitment mechanism in place to prevent policy makers from reoptimising in the absence of new information. (Benigno and Woodford (2003) assume commitment, but of the timeless perspective variety.) Many would argue that this is rather unrealistic in the context of policy towards debt, because of the long time horizons involved. Does the random walk result still hold for discretionary policy i.e. policy that is constrained to be time consistent? Leith and Wren-Lewis (2006b) show analytically that in a closed economy it does not. The reason can be seen by looking at the path of government spending with the fully optimal policy in Figure 2 , taken from Kirsanova and Wren-Lewis (2006) . In the first period of the simulation, government spending falls by more than in the new steady state. This indicates that the optimal commitment solution does not completely accommodate the additional debt caused by the shock: there is an attempt in the first period to reduce debt slightly. (Leith and Wren-Lewis (2006b) demonstrate this algebraically, in a model with both spending and taxes as instruments, and discuss which instruments of policy will be used in this first period to reduce debt.) Spending is cut, or taxes increased, only in the first period, because this minimises any inflation impact.
However, the promise not to reduce debt is subsequent periods is time inconsistent. In each period, policy makers will be tempted to re-optimise, and surprise agents with further action to reduce debt. In fact, this temptation will remain as long as debt disequilibrium in the long run is positive. As a result, a time consistent policy in this context will involve debt returning to its original level in the long run. The optimal discretionary policy does not involve a random walk in steady-state debt.
However this result does not provide a justification for debt targets. Consider the analogy with inflation bias. In a Barro-Gordon type set-up, the optimal discretionary policy involves positive long run inflation i.e. inflation bias. Under certain circumstances (see Kirsanova, Vines and Wren-Lewis (2005) for example) the optimal commitment policy involves no inflation bias. This provides a rationale for inflation targeting. But note that here inflation targets are designed to move us away from the discretionary solution towards the commitment solution. Debt targets would do the opposite: they would lock us in to the sub-optimal discretionary solution.
An important limitation of the random walk result is that it ignores any risk premia that might emerge as debt levels rise in a potentially unsustainable manner. However, one can conjecture that while risk premia effects may raise the costs of sustaining a higher debt stock, such long-term costs will still need to be traded off against the short-term costs of reducing the debt stock. We can explore this to some extent by looking at a model with Blanchard/Yaari consumers. As we noted above, in this model higher debt in steady state will raise real interest rates in steady state. Under a standard calibration, where the probability of death (p) is 1% per quarter, then this trade-off is small: an increase in the debt to GDP ratio of 10% (from 40% to 50%, say) will raise real interest rates by only 0.02% points. As we noted above, debt is almost a random walk in this case.
However, if we set p=7%, then the real interest rate effects of higher debt are more significant: a permanent 10% increase in debt to GDP raises the long run real interest rate by 0.8%. Although a value of p this large is not realistic in a literal sense, it can be justified as a proxy for other sources of discounting by consumers: see Leith and Wren-Lewis (2000) or Kumhof, Laxton and Schule (2006) . In this case, the optimal path for debt does involve a return to its original steady state value, with about half of the initial increase in debt (following a cost-push shock) recovered after 15 years. Debt correction therefore remains very slow, although it would be interesting to reexamine this case in a model with physical capital, where we would get additional costs from crowding out.
One related qualification to the random walk result is that, both formally and in practice, it only applies to reasonably moderate shocks to the public finances. Very large shocks that increased debt substantially (like a war, for example) might invalidate the random walk argument. In particular, debt may become sufficiently large that the risk of default becomes significant, leading to large risk premia.
At present, we do not know if these or other qualifications are sufficient to overturn the result that any policy that involves unconditional debt targets is bound to be sub-optimal. It therefore seems appropriate to explore some of the implications of the random walk result. In the next section we consider the size of the costs involved in following debt targets, and show how 'outside pressure', perhaps in the form of a fiscal institution, could bring us much closer to the optimal result.
Myopic behaviour by fiscal authorities
The behaviour in the majority of OECD countries over the last few decades strongly suggests that policy makers do not act in the benevolent fashion described in the previous section. Instead there appears to be a 'deficit bias'. One possible reason for deficit bias (others are noted below) is that governments may not be re-elected, and as a result may discount the future more heavily than the private sector (see Alesina and Tabellini (1990) ). Building up debt also restricts the ability of a future government to undertake spending that may not accord with the preferences of the current government. In this section we re-examine, in a very simple way, how governments would react to shocks if they were 'mildly myopic' -although they remain concerned about the utility of the representative agent, they discount that utility at a higher rate than the private sector. We look at the behaviour of debt in these circumstances, and examine how and when debt targets might improve social welfare.
Building on the results of the previous section, we show that debt targets, although they may improve on the outcome when myopic policymakers are unconstrained, still depart significantly from the first best outcome. In contrast, we show that the first best outcome can be approximated if instead of debt targets, we apply suitable pressure on the myopic policy maker, which strengthens their desire to avoid debt disequilibrium. This provides a motivation for creating independent fiscal institutions that might apply such pressure.
This analysis uses the closed economy model of Leith and Wren-Lewis (2006a) . We assume a benevolent monetary policy maker, but a mildly myopic fiscal policy maker, who together play Nash. (Details are given in an appendix.) The fiscal authority's annual discount rate is approximately 6%, compared to 4% for the monetary authority and the private sector. We consider only one fiscal instrument, government spending, but deviations from the initial steady state in government spending are costly for welfare because of over/under provision of public goods. Figure 3 plots the reaction of the fiscal instrument and debt to a cost-push shock, and compares it to the same shock when the fiscal authorities are benevolent.
The solid line represents the outcome when we have benevolent fiscal and monetary policy makers, and this outcome follows the random walk result, for reasons discussed at length above. The dashed line represents the outcome from a Nash game between fiscal and monetary policy makers, where the only difference between the two is that the fiscal authorities have a higher discount rate. In this case, debt steadily increases, and does not (and will not) reach a new steady state. Debt following a cost-push shock under optimal cooperative policy and under Nash with myopic fiscal policy makers* Solid line = cooperation, Dashed line = Nash. *period=quarterly.
The reason is straightforward. Government spending needs to fall to provide funds to service the higher debt level. Impatience by the fiscal authorities means that they cut spending by less than is required to stabilise the debt stock. As Figure 3 shows, this will eventually imply that larger cuts are required, but mild myopia means that these future cuts are valued less than smaller cuts in spending in the short term.
Such a result might seem inevitable, given that the socially optimal response with a non-myopic fiscal policy maker is a random walk in debt. However, this simple intuition ignores the actions of the other player. For the monetary authority, explosive debt is costly, because it is maximising social welfare. In principle, it can use monetary policy to influence the budget deficit to prevent this happening. In fact, even in the socially optimal case it does this to some extent (i.e. interest rates fall, despite positive inflation: see Leith and Wren-Lewis (2006a) for a detailed analysis of when and why this happens). However, Figure 3 shows that, when the fiscal authority is short-sighted, it is not optimal for the monetary authority to try and reduce interest rates sufficiently to prevent an explosion in debt. (Of course, any attempt by the monetary authority to do so would encourage an even looser fiscal policy, so it's a game they may not be able to win.)
Unconditional debt targets that were enforceable (by which we mean targets that had to be met come what may) would clearly prevent the explosion of debt shown in Figure 3 . We characterise unconditional debt targets by assuming that the fiscal authority is forced to follow a feedback rule, where deviations in government spending from the steady state are stronger discounting, the increase in debt and other macro variables would explode more rapidly, and the social costs of this would be infinite.
given by a simple feedback rule on debt disequilibrium of the kind considered above. Table 1 shows the social loss that occur under various policies following the shock described above. The benchmark loss comes from the social optimum random walk result. A (mildly) short-sighted fiscal authority increases the loss considerably, but it is still finite, despite explosive debt. This is because debt explodes at a rate less than the rate of discount, so losses are still finite. The third row shows the optimal degree of debt feedback, which for reasons discussed in section 2 is very slow in returning debt to its original level. The next row shows welfare under more rapid fiscal feedback, such that debt returns to target more rapidly (corrections worth 40 a year for 100 debt disequilibrium). This increases the welfare cost of the shock, such that it is actually above the cost under Nash when debt explodes. This shows that it is possible that strict and very tight debt targets could actually be worse for welfare than debt that exploded very gradually. Of course, if policy makers were more myopic, debt would explode at a rate above the rate of time preference, and so the welfare cost would be infinite, and any debt target would be preferable.
The final row of Table 1 shows the impact of introducing an additional element into the fiscal policymakers objective function, besides (over discounted) representative agent utility. This is a term in the deviation of debt from its original steady state. If the parameter on this additional term is chosen to maximise welfare, then as Table 1 shows we can almost match the benchmark result achieved with benevolent policymakers. We could interpret this result as representing a conditional debt target i.e. a target that fiscal policy makers should aim to get close to alongside other objectives. An alternative interpretation is that it reflects external pressure on fiscal policy makers to avoid debt disequilibrium, perhaps from a 'watchdog' body of the kind discussed in the next section.
We can use these results to draw two conclusions. First, there is a danger with short-sighted policy makers that debt could become uncontrolled: following a positive shock to debt, policy makers would not raise taxes or cut spending by even enough to service the higher level of debt, leading to a debt-interest spiral.
4 Second, this outcome is avoided when we have unconditional debt targets. However, these targets will be costly in terms of social welfare, particularly if they are achieved too quickly. Better outcomes are achieved when debt correction is very slow, but such slow adjustment may in the short term be difficult to distinguish from lack of control, and may therefore lack credibility.
The results above also suggest a third possibility: that by applying the right degree of 'pressure' on short-sighted policy makers to avoid debt disequilibrium, we can almost achieve the social optimum. This could take the form of a complex rule for fiscal action, where policy makers attempted to achieve the optimal trade-off between various targets, including minimising debt disequilibrium. However, complex rules of this type do not seem a practical option from a political point of view. In the next section we explore an alternative means of applying pressure: institutional change.
A proposal for a quasi-independent Fiscal Monitoring Commission
A number of authors have argued the case for establishing some form of new fiscal institution to tackle problems associated with the control of debt in an uncertain macroeconomic environment. (See, for example, Eichengreen et al (1999) , Wyplosz (2001) and (2005), Ball (1997) , Wren-Lewis (1996) and (2003), and Calmfors (2003) .) One motivation comes from the parallel with monetary policy and independent central banks. To the extent that it may be desirable for fiscal policy makers to take discretionary action in the face of macroeconomic shocks (see section 3 above), then they will be subject to an inflation bias problem, which delegation may help to avoid.
However, a stronger motivation may come from the problem of 'deficit bias'. Levels of government debt in the OECD area today are around double their level thirty years ago, although there is considerable variation among countries around this average. It seems extremely unlikely that increases in debt of this size could represent an optimal response to shocks. Instead, it seems more plausible that this reflects non-benevolent behaviour on the part of fiscal authorities.
Two of the most popular theories used to explain deficit bias are the time inconsistency of preferences theory formalized by Alesina and Tabellini (1990) , and the common pool theory (see, for example, Von Hagen and Harden (1995) and Krogstrup and Wyplosz (2006) ). In the former theory, governments do not fully internalise the cost of debt, because those costs may be born by an opposing party if the government is not re-elected. Indeed, it may be advantageous for a government to increase debt to constrain the actions of a future government with different political preferences. This is likely to lead to myopic type behaviour of the kind explored in the previous section. Common pool theories focus on the fact that many decision makers (e.g. spending ministries) may be involved in formulating budgets, and these decision makers fail to internalise the overall costs of higher spending and debt.
Most of the literature has focused on the use of policy rules as a means of tackling problems of deficit bias, following the adoption of rules of various types by some governments, and of course the Stability and Growth Pact of the EU. However, as we noted in the previous section, rules that involve returning debt to its pre-shock level are likely to be sub-optimal. This suboptimality can be reduced if debt correction is very slow, but in this case rules may not be credible. More generally, credible and enforceable rules may by necessity have to involve a significant departure from optimal behaviour. This fact alone jeopardises the enforceability of simple rules for debt or deficits. If such rules are known to produce sub-optimal outcomes, it is easier for a government to justify not observing the rule.
This motivates an interest in some form of institutional change. 5 The IMF categorises such proposals into two types: those which involve giving control over fiscal instruments to an independent agency ('Independent Fiscal Agencies' (IFAs), analogous to monetary policy committees setting interest rates in independent central banks (ICBs)), and Fiscal Councils, which only have an advisory role. The basic difficulty with IFAs is that they require policy makers, and through them the public, to give up rather more control than is lost by establishing an ICB. An ICB varies a single instrument to achieve a well defined goal. In some countries that goal is established politically (as in the UK). While changes in interest rates can have powerful effects on individuals, those effects are relatively short term: changes in real rates will not last beyond a business cycle.
An IFA that had control over a variety of tax rates and which was required to ensure long term fiscal sustainability would potentially have much more political discretion. If the IFA decided that taxes should increase, which taxes? More fundamentally, the impact of such tax increases may be long lived, and the only beneficiaries could be unborn generations. Although the IFA could be seen as representing such generations, this position would be bound to be intensely political.
Such difficulties might be overcome, particularly if the IFA was only concerned with short term stabilisation, as in Wren-Lewis (2003) . However, the fact that no examples of IFAs as yet exist suggests that the political costs involved are very high. Alesina and Tabellini (2004) discuss some of the criteria for successful delegation. One of these is that there should be a broad consensus on what constitutes 'sound policy' in any particular domain. In the context of public debt, this seems to be true only in part. There is a clear consensus that debt should follow a sustainable path i.e. that fiscal actions (rather than inflation) should ensure that the government's intertemporal budget constraint holds. However, there is less agreement on what an optimal path for debt might be. Should steady state debt follow a random walk, as the literature cited above suggests, or should there be a target for debt? If the latter, what should that target be? This lack of agreement makes delegating decisions over debt problematic.
Fiscal Councils, on the other hand, take no formal power from governments. They may nevertheless be effective, because they help correct an asymmetry of information between the government and its electorate. The electorate does not have the expertise to establish whether an increase in the budget deficit represents the optimal response to some shock, or additional spending designed to appease particular government supporters. The government has an interest in claiming the former, while opposition parties will invariably claim it is the latter. A Fiscal Council can play a 'watchdog' role in providing this information in an unbiased manner, and thereby help the electorate to provide the appropriate judgement.
Although a Fiscal Council is an alternative to an IFA, it can also evolve into an IFA. If the government invariably follows the advice of an established Fiscal Council, and that advice is perceived as helpful in managing public debt, then it becomes much easier for both the government and electorate to then transfer some decision making power to the Council. Indeed, it could be argued that a Fiscal Council is a prudent first step in establishing an IFA. 6 In this sense, Fiscal Councils can facilitate rather than detract from the establishment of IFAs. However, the transformation of a Fiscal Council into an IFA is neither inevitable or necessarily desirable, as it could be argued that giving a Fiscal Council formal powers removes an important democratic safeguard from fiscal decision making.
Stéclebout-Orseau and Hallerberg (2006) set out three criteria for an institution to provide a successful fiscal 'watchdog' role: technical capacity, visibility and lack of bias. Technical capacity is clearly necessary to correct the informational advantage the government has. Visibility relates to the extent to which the electorate has access to the information provided by the watchdog. Lack of bias is required to ensure that the information provided is free from any strategic interest beyond achieving an optimal outcome for debt. If these criteria are fulfilled, then the government will incur a cost in ignoring the advice of the council, which is essential if the council is to play a useful role (see Debrun and Kumar, 2006) . The body we propose, which we call a Fiscal Monitoring Commission (FMC), is a form of Fiscal Council that would be required to monitor the long term national fiscal position, and if these projections suggested an unsustainable or sub-optimal position, to indicate how the overall fiscal position should change to correct this. The minimum requirements for the Fiscal Monitoring Commission (FMC) would be as follows:
1) It would be established, and financed, by the national government.
2) The director would be appointed by, and subject to, an executive committee made up of experts in relevant fields. Ideally, members of the committee should be appointed on long term (5-10 year) contracts in a bipartisan manner. Their role would be to ensure the FMC and its director applied best practice, but also that they remained politically neutral.
3) The FMC would employ sufficient economists to be able to undertake long term projections of the public accounts, or equivalently evaluate in a complete and critical manner any similar projections put forward by the government. This would involve complex issues such as judging what the current output gap was, evaluating trends in technical progress, assessing pension liabilities etc.
4) The FMC would report once a year. Its projections would be based on published government plans. Unless its projections suggested that current plans, to a reasonable degree of approximation, were optimal, it would attempt to compute the optimal degree of correction, in terms of overall changes in either spending, or taxes, or both. (In other words, it would attempt to calculate what a benevolent policy maker would do, although it would not comment on the composition of any long term correction for reasons discussed below).
5) The government would be required to formally respond to the proposals made by the FMC, but it would not be required to implement them.
Thus, the FMC would apply political pressure on the government, but that pressure could be ignored. However, as the government finances the FMC, and had a role in appointing its board, ignoring its recommendations would incur some political cost. Once established, then it would always be possible as a further step to give the FMC some control over policy, but to go this far as a first step seems politically unrealistic.
To have the FMC appointed and financed by the current and previous governments might seem unwise in term of independence. However, we also need to ensure that the other key criteria for a watchdog cited above are also fulfilled: technical capacity and visibility. Various countries have completely independent bodies and academics already making evaluations of the longer term fiscal position, but these can easily be dismissed by the relevant government as 'just another view'. It would be much more difficult to dismiss the views of a body set up and financed by the government itself.
7 Ignoring the advice of the FMC has to be politically costly, and it is clearly more difficult for the government to ignore the advice of an institution it established and finances.
The role of the executive committee of the FMC is crucial for independence. This committee is the Director's protection from political interference (or under-resourcing), but also a safeguard against the political 'capture' of the Director. The precise composition of this executive committee will depend on the existing political and institutional framework, and this differs considerably among countries.
The advantage of publishing 50 year projections is that the issue of sustainability is directly addressed. For example, the UK's finance ministry, H.M.Treasury, publishes 50 year projections of the public finances each year as part of its pre-budget report. If a FMC were established in the UK, this work would be duplicated by the FMC. The key difference, of course, is that the FMC's projections would be independent. This is not to suggest that H.M.Treasury's projections are necessarily politically distorted. However, as the reaction to the recent decision in the UK to change the timing of business cycles illustrates 8 , its calculations will always be perceived as potentially biased. If the Treasury is doing its job correctly, the projections of the FMC would demonstrate that it was unbiased, and therefore add to the government's credibility.
The proposed FMC has a number of similarities to the Congressional Budget Office (CBO) in the United States. The CBO is designed to be politically independent, it has a director appointed by the President and the Speaker of the House of Representatives, and has a panel of economic advisors. It publishes budget projections, including 50 year projections of the kind suggested for the FMC.
9 There are however important differences. The scope of the CBO is much more wide ranging, providing detailed analysis of micro as well as macro aspects of the budget process. Most importantly, a key difference between the CBO and the FMC is that the latter would be committed to explicitly advising on policy, in the sense that it would say whether some fiscal correction was needed, and what the optimal timing of that correction should be. The CBO is explicitly precluded from making policy recommendations. Furthermore, under point (5) above, the government would be required to respond to those recommendations. An interesting thought experiment is to imagine whether a CBO refashioned as a FMC would have had an impact on recent US fiscal policy, or public discussion of that policy.
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Our proposed FMC combines both positive and normative roles. Its positive role is to provide long term forecasts of the public finances. Its normative role is to suggest, if necessary, an optimal correction to future public deficits and debt. A number of European countries, as well as the CBO for the United States, have existing institutions that provide the positive role of producing forecasts. However we would argue that the additional normative role is crucial in putting pressure on governments.
11
Four European countries have existing bodies that have similarities with our proposed FMC: the 'High Council of Finance' in Belgium, the 'Advisory Board to the Federal Ministry of Finance' in Germany, the 'Government Debt Committee' in Austria, and the 'Economic Council' in Denmark (European Commission, 2006) . 12 In Belgium the institutional detail is complex, in part because of the more decentralised fiscal structure (Lebrum, 2006) . However, an important role of the 'High Council of Finan to provide reports on the budgetary position and make recommendations o short and especially medium-term budgetary targets (and since 2002, also on long-term targets) for the general government and other spending institutions. In Belgium the government is to some extent obliged to follow the High Council's recommendations, but in the other three countries these institutions only have an advisory role, although in some cases the government is required to respond to these recommendations, as would be the case with our suggested FMC.
ce' is n
The institutional structure of these bodies is discussed in detail in European Commission (2006) . Although it is very difficult to establish what impact these institutions have had in each case, European Commission (2006) does suggest that those countries with independent institutions have produced 'better' fiscal outcomes.
In both Belgium and Denmark that central bank is represented on the council. Would it be sensible to go much further, and let an independent central bank take on the role of a Fiscal Council? There are two reasons why this is probably undesirable. First, the focus of the central bank is on short particularly interesting additional role played by Central Planning Bureau is that it assesses the budgetary implications of the major political parties ahead of elections. 10 The CBO has published 50 year projections (e.g. December 2003) showing that US fiscal policy is not sustainable. However, it is precluded from saying when this should be corrected, perhaps thereby allowing politicians to postpone solutions.term stabilisation, while the FMC is primarily concerned with long term trends in public debt. While Wren- Lewis (2003) suggests giving the central bank some limited, short term control of selected fiscal instruments, this was to strengthen its ability to stabilise the economy over the business cycle (or in the case of EMU, to partially make up for the lack of a national monetary policy), and not as a means of optimally managing debt. Second, there are good reasons for thinking that a central bank's primary focus on controlling inflation might produce a 'surplus-bias' in its recommendations.
The European Commission monitors budget developments in member countries as part of the SGP. It also makes very public policy recommendations. Of course this policy advice is in the context of the criteria laid down in the SGP, which appears rather different from the optimal policy outcomes discussed in earlier sections. However, this point aside, would EC monitoring provide an alternative to a national FMC for EC member states? The difficulty here is that EC monitoring would interact with the strategic position of other member states, and so advice coming from the EC could reflect those strategic interests. An example of this kind is explored in Stéclebout-Orseau and Hallerberg (2006) . It is politically important that the FMC is seen as having only one interest, which is that fiscal policy is optimal from a national point of view. European Commission (2006) stresses the importance of 'ownership' in the success of a Fiscal Council. The danger is that advice coming from the EC might not only be ignored, but that politicians might gain nationalistic benefits from doing so.
On the other hand, there are good reasons for retaining an important role for EC monitoring, even if a national FMC is established and its advice is followed. This is because of the externalities involved in fiscal actions by individual EU members (see Uhlig (2003) among others). For example, there may be a tendency for policies based on national welfare to attempt to appreciate the real exchange rate against other members of the union (see Gali and Monacelli, 2004) , but of course collectively they cannot achieve this, leading to a sub-optimal union wide allocation. One role that continued EC monitoring could have would be to encourage FMCs to internalise these externalities.
Although the government would not be required to implement the proposals of the FMC, we would argue that the FMC would achieve a number of goals. The government would be forced to address to issue of sustainability, either by agreeing with the FMC's assessment, or by publishing alternative assessments of its own, and justifying why its own assessment was superior to the FMC's. This would put the issue of the long term control of debt, and the funding of any fiscal changes, firmly into the political arena. If the government undertook expansionary, counter cyclical fiscal action they would explicitly have to address the issue of how deficits would eventually be funded. From the perspective of a benevolent policy maker, the FMC would give the government credibility in undertaking countercyclical action, or in allowing 'drift' in the level of public debt where that was appropriate. In short, it could help provide a 'commitment mechanism' by which optimal policy decisions could be implemented.
FMC recommendations and cyclical considerations
In this section we look in rather more detail at how a Fiscal Monitoring Commission might operate. In particular, we look at how the cyclical position of the economy might influence the recommended timing of any required fiscal correction to stabilise debt. This discussion will briefly draw on the results of recent research, much of which is related to the analysis discussed in section 2.
In the previous section we suggested that the FMC might produce a report with explicit policy recommendations just once a year. This periodicity reflects two considerations. The first, and most important, is that issues involving the future path of debt are essentially medium to long term in nature. Except in the most unusual circumstances, it would be pointless to revise judgements on a monthly or even quarterly basis, as short frequency data would be unlikely to significantly impact on longer term judgements. The second consideration is that producing 50 year projections of the public sector's budget constraint is a very complex task, and any requirement that projections should be updated more than once a year is likely to detract from attention to more important issues.
What role should the government have in the preparation of the FMC's analysis? There are two conflicting pressures here. First, the government clearly has a large amount of information that is potentially useful to the FMC. For example, the interpretation of existing policies is often unclear, particularly when projected far into the future. (The issue of what 'current policy' is and how much the FMC should be constrained to follow it are discussed below.) In addition, the government will have access to a large amount of statistical information that may not be in the public domain. Finally, the government will undoubtedly have views on key assumptions, such as future developments in productive potential.
On the other hand, if the government becomes too closely involved in the projections produced by the FMC, there is a clear danger that the actual or perceived independence of its work will be compromised. As we argue below, for example, it is important that the FMC should be able to override assumptions about future policy that have been made by the government, but which are clearly implausible. It should also have the resources and independence to come to a different view about the key macroeconomic issues that are likely to be critical in calculating future levels of taxation and spending.
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Although these two considerations point in different directions, it should be possible to implement a compromise which ensures that key information is transmitted, but that independence is clearly retained. For example, government representatives could be present on particular working groups examining aspects of the projection, but their role would be purely advisory. A similar arrangement operates with the Monetary Policy Committee of the Bank of England, for example, and while it is acknowledged that this aids fiscal and monetary policy co-ordination, there has never been any suggestion that this compromises the independence of monetary policy in the U.K. It is extremely important that the projections and recommendations of the FMC are produced at a time that allows a full public debate, and which gives the government the opportunity to change its fiscal plans if that debate suggests that it should. Part of this public debate would involve the director of the FMC appearing before the relevant parliamentary committees, where the economic and political implications of their recommendations could be fully discussed. Such a forum would also give the government the opportunity to present an opposing view, if it wished to.
There are a number of difficult issues of interpretation involved in calculating the future balance sheet of the public sector. One, which was noted above, is how to precisely determine what constitutes the continuation of current policy. Here the FMC should obviously take the advice of the government, but should it be bound to it? Suppose, for example, that the government has cut a particular tax, but the legislation means that the tax cut is temporary. As a result, the government presents fiscal projections assuming that this tax cut will be reversed, in line with the legislation. However, at the same time (but in a different forum), the government argues that there is a strong case for making the tax cut permanent, and as a result it is judged highly likely that it will be made so. (This example clearly draws on some of the tax cuts implemented by the Bush administration in the U.S.) In these circumstances, it would seem sensible for the FMC to base its projections on what it thinks government's intentions actually are, rather than existing legislation. It should have the freedom to do so, although of course such cases would hopefully be rare and would be clearly signalled by the FMC.
Another issue of interpretation is when a fiscal projection should be described as unsustainable, and how that instability should be expressed. As we suggest that the FMC should go beyond the issue of sustainability and look at optimality (see below), this issue is not quite a central as it might otherwise be, but it remains important. The essential problem here is uncertainty. Projections of given fiscal plans over a fifty year period, where there is no explicit feedback from changes in debt to those plans, are quite likely to show signs of instability. Even if they do not, small changes in some key assumptions (such as the rate of growth of the economy) will move them in this direction. There is a danger that instability that is in reality quite mild, and which would require only very minor changes to current plans to correct, could be misinterpreted in public debate. In the UK discussion, for example, almost any increase in the budget deficit beyond forecast levels is described in the press as a 'black hole in the public finances'. It avoid this uncritical reporting, the FMC could develop some standard metrics by which to measure and present potential instability, such as the current change in tax or spending levels required to remove it.
However, as we have stressed earlier, for the FMC to only address issues of sustainability would amount to a severe restriction of its role. In particular, it would allow governments to put off actions to address any long term problems. An FMC that only focused on sustainability could not dispute that action taken in ten years time would be as capable of producing a sustainable path for debt as action taken today. As we note below, such delaying action is unlikely to be optimal. It is true that the task of presenting an optimal path for public debt is far more ambitious than the task of assessing the sustainability of a given fiscal plan, but the analysis in earlier sections suggests the key considerations that might be involved, so it is a feasible task. It is also, of course, exactly what independent central banks attempt to do for monetary policy: to find the best way of achieving a particular inflation objective bearing in mind the implications for output and other variables.
One striking feature of the analysis presented in section 2 is that the adjustment of taxes or spending to achieve a stable path for debt largely occurs immediately after the nature of the shock becomes apparent. The reasons for this are familiar from the tax smoothing proposition, although they are reinforced by the forward looking nature of the Phillips curve. As a result, the presumption would be that any required fiscal adjustment should be sooner rather than later. In practice there are likely to be at least four reasons why this advice might be modified by the FMC: implementation lags, costs of adjustment (particularly for spending plans), uncertainty about the current state of the economy, and cyclical considerations. The first three are straightforward, but the cyclical issue merits further discussion.
The first point to stress is that fiscal policy has a impact on short term economic developments that cannot be ignored and which may be difficult to offset The proposition that only monetary policy should deal with the business cycle, and that the macroeconomic impact of fiscal actions on output can be completely offset by monetary policy, is only true in the simplest of models. So, for example, while it is the case that in the model of Kirsanova and WrenLewis, 2006 , discussed above, a fully optimal fiscal policy adds little to welfare compared to simple fiscal feedback, because optimal monetary policy is effective at stabilising shocks, in more complex models where there is additional inertia this is no longer the case. For example, Leith and WrenLewis (2006b) consider optimal fiscal and monetary policy following a persistent technology shock in an open economy with wage as well as price inertia. In that paper fiscal policy has three potential policy instruments: government spending, income taxes and revenue (or employment) taxes. They show that in an economy with flexible exchange rates, while government spending is ineffective as an additional instrument alongside monetary policy, changes in taxes can have a significant welfare enhancing role, essentially because they can correct distortions in the real wage created by wage inertia. The importance of automatic stabilisers (as discussed in Andres and Domenech (2006) for example) is a reflection of a similar point.
The benefits to fiscal stabilisation are even more evident if we consider a member of a monetary union, subject to asymmetric shocks. Tax instruments remain useful (as Ferrero (2006) shows in a two country model of a union), but now government spending can also play an important (welfare enhancing) stabilisation role, as Leith and Wren-Lewis (2006b) show in a model with several small national economies.
14 Kirsanova, Satchi, Vines and Wren-Lewis (2007) examine a two country model of monetary union with inflation persistence as well as nominal inertia. They look at simple stabilisation rules for fiscal policy, where the rules have spending reacting to 14 Lombardo and Sutherland (2004) and Beetsma and Jensen (2004) emphasise the importance of coordinating stabilising national fiscal policies in order to reap the welfare benefits of fiscal stabilisation when one economy's policy can have significant spillover effects on others.
inflation, output and the terms of trade with a one quarter lag. They find significant benefits to stabilisation in terms of social welfare. Recent work using relatively large DSGE models of a monetary union with a variety of 'rigidities', such as Coenen et al (2006) , Forni et al (2006) , Ratto et al (2006) and Kumhof et al (2006) , also indicates that fiscal stabilisation can have an important stabilising role.
This evidence strongly suggests that the FMC should take into account the cyclical position when considering the optimal timing of corrections to the path of debt. Indeed, the influence of the cycle on the timing of fiscal action illustrates some of the key advantages of an institution like an FMC. By grounding their analysis in an explicitly long term framework, they are less likely to be mislead by short term cyclical fluctuations in deficits. In particular, they can help ensure that improvements in the public finances in an economic boom are not used to wish away longer term problems. In addition, the institution will have a clear 'memory', so commitments to delayed fiscal adjustment will not be forgotten as a result of a change in political administration, for example.
As we argued above, the FMC should present annually a suggested plan for achieving an approximation to an optimal path for public debt over a 50 year horizon. A remaining issue is how this path should be achieved: by changing government spending or taxes, and which particular spending plans or tax rates? The economic analysis of the FMC will almost certainly have something to say on this issue: in some of the models discussed in section 2, for example, there is an optimal path for both spending and tax instruments, designed to balance the benefits from expenditure on public goods with the advantages in reducing the level of distortionary taxation. Thus plans to correct debt by changing taxes might well have different implications for long run output compared to correction through public spending, although it might be just as important which types of taxation or spending were involved in each case. In addition, the short term cyclical impact of different fiscal actions are likely to vary considerably.
This suggests that it is important that the FMC provide alternative scenarios, where debt is corrected using either taxation or spending. However there is a strong case for saying that the FMC should not make public recommendations on which scenario (i.e. on whether to change taxes or spending) is preferable. While macroeconomic considerations may be a factor in this choice, other economic and political considerations that are beyond the FMC's remit to address will also be important. If the FMC became associated with arguments that, for example, the overall level of public spending in an economy was too high, then it would lose credibility with key sections of the public if it also argued that deficits should be cut to optimally achieve sustainable public finances.
In other words, the FMC should be a body designed to advise on the optimal path for public debt over the medium to long run, and not on the balance between spending or taxation, or the composition of spending or taxation in the longer term. Restricting the scope of FMC advice in this way would also reduce the danger of conflict with monetary policy in an economy with floating exchange rates. While it could comment on the cyclical impact of alternative fiscal actions, it would not be drawn into a debate about how countercyclical policy ought to be. The assignment of objectives between the FMC and, say, an independent central bank would be clear. While actions suggested by the FMC might have short term implications, just as actions by the central bank would some impact on government debt, the objective of the FMC would be restricted to optimal debt policy, just as the objective of the central bank would involve only short term stabilisation.
The position for members of the European Monetary Union is less clear, simply because there is no national monetary policy tasked with short term stabilisation. As a result, in principle the remit of the FMC could be extended to also advise on the scope for using fiscal policy for cyclical stabilisation, without any problems of coordination with national monetary policy. Whether such a dual role would be practical from a political economy point of view is something that further analysis could consider, drawing on the experience of existing European institutions.
Conclusion
Recent research has reinforced the suggestion that optimal policy under commitment should involve steady-state debt following a random walk. Following a fiscal shock stemming from any source, it is not optimal to return debt to its pre-shock level. As a consequence, a policy that involves an unconditional debt target (i.e. a target that has to be met) is bound to be suboptimal.
The random walk result appears robust, in that it applies (at least approximately) in different types of economies, and to a variety of models. It is also relevant to the design of simple policy rules, where the optimal degree of feedback from debt disequilibrium should be very slow. Our research suggests that it need not apply to optimal discretionary policy (i.e. where there is no commitment mechanism in place, and policy is constrained to be time consistent), but we argue that policy targets should be designed to encourage achieving commitment solutions, rather than locking policy into discretionary solutions.
In practice debt targets may be designed to avoid the consequences of non-benevolent policy makers, and we give an example based on a myopic fiscal authority. We would certainly not recommend that debt targets be abandoned in such circumstances. However, we argue that because such targets will move policy away from the policy that maximises social welfare, this strengthens the case for institutional remedies to non-benevolant behaviour.
The institutional remedy we propose is the establishment of a national Fiscal Monitoring Commission. This body would have no formal control over policy, but with good design can apply advice and pressure on politicians to move towards a first best policy for government debt. In particular, this body would be mandated to provide policy advice on how aggregate fiscal outcomes should be adjusted to achieve not just sustainable but optimal paths for government debt, and the national government would be required to justify any deviation from those recommendations.
